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Ideas from leading experts in financial planning

Taking the Mutual Fund Industry to Task

WHAT’S INSIDE
4 Selling Securities: Different
Services, Different Risks
Joseph A. Wolfe, Director of Risk
Management, Accountants Profes
sional Liability, CNA Pro, Chicago,
advises CPAs of the liability risks
associated with providing invest
ment advisory services.

5 A Message From the PFP Chair
At the annual PFP Technical Con
ference, it is the custom for the chair
of the PFP Executive Committee to
give a brief update of the PFP Divi
sion’s activities for the past year and
plans for the coming year. Here is
the update given by Jim Mitchell,
current PFP Executive Committee
Chair, at the 2001 conference.

7 The 2001 AICPA PFP Technical
Conference: Some Lessons
Learned
An overview of the PFP conference
in San Diego, along with more
detailed summaries of the sessions
on "Life Insurance for Closely Held
Businesses" and "What’s Wrong
With Diversification?"

In his keynote speech at the 2001 AICPA
PFP Technical Conference, John C.
Bogle, founder of the Vanguard Group,
Inc., and president of the Bogle Financial
Markets Research Center, cited where he
believed the mutual fund industry and
other providers of financial services as
well, have been more concerned with
quick profits than with meeting investors’
needs. He champions CPA financial plan
ners and investment advisers, however,
citing their professional standards and
the comprehensive knowledge required to
earn the PFS designation as evidence of
their placing professionalism above
opportunism.

During the long march of the

"

great bull market, the mutu
al fund industry has lost its
way,” according to John C. Bogle, presi
dent of the Bogle Financial Markets
Research Center, speaking at a general
conference session, entitled “Mutual
Funds: Business or Profession? Future
Course of the Profession—What’s Right,
What’s Wrong.” Funds, he said, once
focused largely on the profession of
investment management, now have
become increasingly focused on the busi
ness of product marketing, changing dra
matically in ways that ill serve fund
investors.
Bogle cited statistics supporting his
claim. He added that it is not the mutual
fund industry alone that has “succumbed
to this pervasive passion for wealth—
greed, if you will, manifested in this spec
ulative boom.” Bogle sees the same evi
dence of greed in other financial institu
tions, individual investors, foreign
investors —and even in personal invest

ment advisers. He said further, however,
that the problematic trends—excessive
opportunism in fund creation, soaring
portfolio turnover, extraordinary share
holder activity, and ever-increasing fees—
do not affect all mutual funds. “A disap
pointingly small handful of funds have
resisted these painful trends,” he said.
The CPA’s Role

Turning to CPAs as investment advis
ers, Bogle said they can serve a useful
role for any investor and play an essential
role for most investors. Bogle has worked
with CPAs through all his 50-year career.
“As I consider the breadth and diversity
of your field today,” Bogle said, “I can’t
help but observe that of all financial
advisers, the group most aligned with the
philosophy of stewardship are the CPA
Continued on page 2

TRENDWATCH
The IRS is scrutinizing how companies
and executives pay taxes on split-dollar
policies. In split-dollar policies, the com

pany and the employee each own a share
of the policies’ benefits. In response to
the formal notice of IRS scrutiny on Jan
uary 29, financial planners with high-networth clients are scrutinizing the details
of such policies to determine their status.
Under most plans, the executive pays
taxes while the company owns part of the
policy. No taxes are paid on the cash
value when the company pulls out its pre
miums. The IRS’s position is that the
executive should pay higher taxes during
the premium-payment period and is
Continued on page 2
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TRENDWATCH
(continued from page 1)

studying how to tax the cash value
remaining when the company reclaims
its premiums.
Since every split-dollar policy is an
individual transaction and the IRS’s
guidance is temporary and unclear, the
impact of IRS scrutiny is uncertain.
Cash values will not be taxed until the
IRS sets final rules. The unclarity is that
the IRS won’t say whether the new rules
will apply to new policies only or to
policies in place, which are valued as
billions of dollars.
Planners whose clients have split-dol
lar policies should, with the client, con
sult the company’s benefits experts. All
need to agree on the way in which they
report the policy to the IRS: Both tax
returns must show the same numbers
and details. If a client has a new policy
that hasn’t built up a large cash value, the
planner may want to determine whether
there are tax benefits that justify keeping
the policy.
Mike McNamee, “Crackdown on a
Pension Perk,” Business Week (Febru
ary 19, 2001, page 98.
Two years after being introduced,
the assets of exchange-traded funds
(ETFs) have nearly doubled annual
ly. ETFs bundle together a basket of

stocks, usually based on a well known
index and trade them as a single securi
ty. Compared with traditionally struc
tured mutual funds, ETFs have several
advantages. They can be traded
throughout the market day with current
valuations, while mutual fund shares
are re-valued at the end of the day.
ETFs can also be shorted, their expense
ratios often lower than those of mutual
funds. Marketers of ETS can create or
unbundle shares as the need arises.
Payment is in kind: a swap of the
underlying shares. Consequently, no
capital gains occur to pass on to
investors whereas mutual funds often
have to sell assets to pay investors who
want to redeem their shares. The disad
vantages include expense ratios higher
than mutual funds and the cost of bro
kers’ commissions.

Taking the Mutual Fund Industry to Task
Continued from page 1
personal financial specialists. As per
sonally impressed I am with the work
and study that goes into earning the
accounting certificate —that priceless
certificate —I’m also impressed with
the integrity that is the hallmark of the
designation involved in those three
magic letters that serve as your beacon
to investors who entrust their assets to
your care—CPA. It means something.
Above all it suggests independent judg
ment and placing the interest of the
client first and that's where it ought to
be. And when you add those other three
letters —PFS —to that imprimatur you
convey your intensive training and
broad experience —six different areas
of financial planning, professional cre
dentials you recertify every three years
and so on. You occupy a segment of the
financial planning field in which you
take well-deserved pride —pride in
your commitment to professional re
sponsibility.”
Bogle warned, however, that just as
in the case of the fund sponsors that
form, manage and market mutual
funds, so CPA financial advisers must
face up to the inevitable tensions
between operating as a business and
operating as a profession. “Make no
mistake about it,” he said, “Strict
adherence to professional standards
may often conflict with the gathering of
additional assets to
supervise.
Nonetheless, the safest route to long
term success as a business lies in per
forming services in a professional man
ner, placing clients’ interests above
your own.”
Bogle went on to describe the con
flicts between business and profession
al interests that CPA planners face and
offered guidance on dealing with them.

that investors have —short term, per
haps a home; intermediate term, per
haps the children's college education;
and long term, certainly retirement
income —but also consideration of all
the client’s assets and liabilities; not
just stocks and bonds and mutual funds
but other assets less tangible —earn
ings, savings, ability to save, Social
Security, home, expectancies, inheri
tances and the like. The key to the pro
fessional firm’s strategy, Bogle said, is
the development of a complete invest
ment program tailored carefully to the
client's multiple needs.
Asset Allocation.

A business approach is apt to focus
largely on present conditions giving
heavy weight to past performance of
funds and common stocks. Just as it
seemed ridiculous to hold bonds during
the later stages of the bull market so it
may seem absurd to hold technology
stocks today. The professional
approach to investing, on the other
hand, once reasonable savings needs
are covered, will focus most heavily on
the allocation of assets and cash flows
between stocks and bonds, the most
critical of all investment decisions, and
a long-term plan for whether and how
those allocations should be adjusted as
income requirements, time horizons
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Establishing Investment Goals.

A business approach to personal
finance that focuses solely on the
client’s liquid investment assets, proba
bly ignores at least half the factors that
contribute to investment success. A
professional approach calls for not only
a determination of the multiple goals

Institute or the Personal Financial Plan
ning Division.

William Moran
Editor

Phyllis Bernstein, CPA
Director

Continued on page 15
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and financial markets change. While a
business firm gives undue and likely
counterproductive credence to the
recent past, the professional firm looks
to the long-term. In addition, while a
business firm may ignore or underrate
risk, the professional firm will highlight
risk and model the portfolios around it.
Investment Styles

The financial markets favor one
investment style and then another:
growth or value, large cap or small cap,
U.S. or international. Each style has
intensely powerful mean-reverting ten
dencies. Today value, tomorrow
growth. Today large, tomorrow small,
and so on. Nonetheless, a business
approach —and it doubtless brings in
business —often uses a system of tim
ing buttressed with charts to show how
well it worked in the past and ignoring
the impact of transaction costs and
taxes.
The professional firm, on the other
hand, recognizes that atempting to time
the investments around market inflec
tion points with consistent success is
impossible and hence focuses on a cen
tral mix that roughly parallels the mar
ket universe —some large stock, some
small, some value, some growth, some
international, some U.S. perhaps. While
variations from the market mix may be
appropriate, the record is clear that such
variations should be held within very
narrow tolerances.
Selecting Mutual Funds

A business firm may follow an
approach that weighs past fund perfor
mance heavily, emphasizes popular
funds, and pays little heed to fund costs,
trading among funds whose perfor
mance leads and lags and not giving
much attention to investment quality or
diversification.
The professional firm, however,
offers mutual funds managed by experi
enced organizations with established
reputations. Their funds are character
ized by among other things, sensible
investment strategies, objectives, and
policies; investment-grade portfolio
quality; relatively modest portfolio
turnover; no loads and low costs; funds
that can be held for the long term. The
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professional firm knows that low cost
funds as a group have consistently out
paced high-cost funds.
While a business firm is likely to
shun index funds, with the possible
exception of moving in and out of
exchange traded funds, the professional
firm is more likely to use a broad-based
market-indexed fund as a major compo
nent of a client’s portfolio. While a busi
ness firm may denigrate the need for
fixed-income investments, the profes
sional firm is apt to focus on low-cost
bond funds, and even bond index funds.
Individual Stock Strategy

A business firm focuses on the
excitement of trading individual stocks
of all varieties, heavily influenced by
the market favorites of the moment.
The professional firm, on the other
hand, relies largely on a buy-and-hold
strategy focused on companies with
sound prospects for long-term growth.
Transaction costs and taxes will place
stern limits on the success of the busi
ness strategy. In addition, trading
strategies come with even greater limi
tations than those costs: the introduc
tion of emotion—your emotion or the
emotion of your clients —into the equa
tion. And when emotion supersedes
reason, trading strategies become even
more counterproductive than their
costs and taxes would suggest. There’s
a curious paradox in this difference
between financial planning as a busi
ness and financial planning as a profes
sion: While a business approach may
be more successful in building a book
of assets for the firm in the short term,
the professional approach, simply by
having the right people do the right
things at the right time in the right way
for the client, will optimize the firm’s
success in the long run. Bogle said he
always told everyone at Vanguard,
“Once you decide whether you’re in
business for the short run or the long
run, nearly all decisions are easy.”
Two Enormous Realities

Implicit in every thing a CPA plan
ner does, Bogle said, is some notion,
however uncertain, that the client may
expect future returns. While a business
firm may bandy around studies of past

stock market returns, the professional
firm will be cautious and conservative
and take into account these two enor
mous realities:
1. Future returns in the markets are
uncertain and surely not guaranteed
either by historical actuarial tables —
those things we see about the stock
market—or Monte Carlo simulations.
2. Few investors will succeed in
earning nearly as much as 100% of the
market’s return.
The professional’s projections will
take into account not only the cost of
the investment including the fees paid
to the investment adviser but also
applicable taxes and inflation.
Financial planners play “a major role
in the futures of America’s families, a
role that can and will grow only as you
emphasize the professional responsibili
ties of your trade.” However, Bogle
added that planners “have business
responsibilities too and should not be
embarrassed” earning a living that fairly
compensates them for their valuable ser
vices, their entrepreneurship, and the
heavy responsibilities they bear. “But
those responsibilities,” Bogle said,
“must include the recognition that there
is a line between a profession and a busi
ness. That line I believe is most brightly
drawn when you hang out your shingle,
as it were, with the designation CPA next
to your name. The professionalism,
training, ethical standards, and indepen
dence from outside influence implicit in
the meaning of that valuable certificate
are what draw clients to you. I don’t
need to tell you that it’s both your
responsibility and your opportunity to
measure up to their high expectations
and trust.” ♦

The Center for
Investment
Advisory Services

http://investmentadvisory.aicpa.org
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Selling Securities: Different Services, Different Risks
By Joseph A. Wolfe
concerning a recommended security,
o expand their practice to offer
“churning” of client accounts (making
investor services to clients, some
unnecessary sales and purchases to
CPAs have chosen to take the
generate commissions), mishandling of
Series 6 or 7 securities examinations
funds in client accounts, and improper
offered by the National Association of
or untimely trade execution.
Securities Dealers (NASD) and become
registered representatives to allow the
Although these claims are subject to
binding arbitration, CPA firms or relat
acceptance of commissions on the pur
ed investment advisory firms that ren
chase and sale of securities. Whereas
der tax planning or financial planning
some may view licensing and registra
advice to clients purchasing securities
tion with the Securities and Exchange
through the firm are also exposed to the
Commission (SEC) as mere formalities
risk of lawsuits from clients alleging
in order to accept commissions in accor
that these services were negligently
dance with state and federal laws, people
rendered. Because each firm manages
serving as registered representatives
its tax planning and financial planning
have extensive obligations to both the
business somewhat differently, firms
brokerage firm they serve and their
clients. Obligations include, for exam
that render these services and employ
ple, complying with securities laws and
individuals who are also registered rep
regulations, reviewing and retaining
resentatives of a brokerage firm should
consult with their attorney about appro
client correspondence about securities
priate methods to limit the firm’s legal
by the brokerage firm, participating in
mandatory continuing education, and
liability through firm structure and
engagement letters or contracts.
documenting that specific securities rec
ommended to clients comply with the
Levels of Risk
client’s investment objectives.
Recommending different types of
securities can present different levels of
Oversight
risk. The key to managing risk, regard
Registered representatives are sub
less of the type of security being recom
ject to extensive oversight by the
mended or sold, is providing full written
NASD, the SEC and state securities reg
disclosure of the risks associated with
ulators. Regulators can inspect the
the investment. In general, the greater
books and records of brokerage firm
the finanical risk associated with invest
representatives at any time, and without
ing in a particular class of security, the
prior notice. Compliance with applica
more detailed the disclosure should be.
ble laws and regulations is best facilitat
Consider the following:
ed by working with a brokerage firm
Mutual
funds. Depending on the
that supplies extensive support and
training in this area. For further guid
type of assets held in a fund, the fund
ance on this subject, see the AICPA
objectives, and the skills and experi
ence of the fund manager, the financial
Center for Investment Advisory Ser
vices Web site at http://investmentadvisory.
risk of investing in mutual funds can
aicpa.org/reg/ homepage.htm.
vary widely.
Clients should be informed whether
they are investing in equity, fixedClaims
income or balanced funds, whether the
Client claims made against regis
fund is load or no-load, what charges
tered representatives are subject to
are included in administration fees, and
binding arbitration under the rules of
the tax implications (after-tax returns)
the NASD. Typical claims include rec
of investing in a particular fund.
ommending unsuitable investments
based on a client’s financial plan, fail
Stocks. The financial risk of investing
in stocks also can vary widely. Providing
ure to conduct due diligence investiga
clients with a summary of the due dili
tions of recommended securities, negli
gence investigation and maintaining
gent or intentional misrepresentation

T
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documentation evidencing this work is
key to defending claims alleging negli
gent recommendation. The risk of pur
chasing stocks that experience frequent
price volatility should be disclosed in a
written document and signed by the
client before entering into transactions.
For all but the most risk-tolerant and
knowledgeable clients, recommending
call options (the right of a holder to buy
stock) or put options (the right of a hold
er to sell stock), thinly traded stocks,
“penny” stocks and other stocks that
have poor liquidity are high-risk activi
ties that are more likely to lead to mal
practice claims.
Bonds. Although U.S. Treasury
bonds and municipal bonds carrying a
high quality rating from bond rating
agencies present a lower risk than some
other types of securities, corporate
bonds can vary in risk from high quali
ty to so-called “junk” bonds that pro
vide high investment returns and corre
spondingly higher investment risk.
Both investment risk and tax implica
tions should be fully disclosed to
clients before investing in bonds.
CPA firms that employ professionals
who are registered representatives of a
brokerage firm should recognize that sell
ing securities presents risks beyond those
presented when providing financial plan
ning and investment advisory services. In
addition to monitoring the licensing and
regulatory compliance activities of the
individuals and the brokerage firm they
represent, maintaining adequate docu
mentation of investment-related client
disclosures is essential to limiting liabili
ty risk for both the registered representa
tive and the CPA firm. ♦
This article should not be construed as legal advice
or a legal opinion on any factual situation. Its con
tents are intended for general information purpos
es only. As legal advice must be tailored to the spe
cific circumstance of each case, the general infor
mation provided herein is not intended to substitute
for the advice of professional counsel. CNA does
not make any representations, endorsements or
assurances about information contained on the list
ed Web site or the accuracy of any of the informa
tion contained on such Web site. The views, state
ments, and materials contained on the Web site are
solely those of the owner of the Web site. Continen
tal Casualty Company, one of the CNA insurance
companies, is the underwriter of the AICPA Profes
sional Liability Insurance Program. CNA is the
registered service mark, trade name and domain
name of the CNA Financial Corporation.
© 2000, Continental Casualty Company. All
rights reserved.
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A Message From the PFP Chair
By James K. Mitchell, CPA/PFS
irst, a brief comment regarding
plays an instrumental role in confirm
the Personal Financial Planning
ing the strategic direction and assisting
Division. The PFP division con
Anat and the AICPA staff in developing
sists of the Executive Committee, valuable
its
content for our members.
subcommittees and task forces, the PFP
One of the purposes of the CIAS was
membership section and the AICPA
to provide additional funding for more
effective promotion and branding of the
staff assigned to the division. The mem
bership section presently has more than
CPA/PFS designation. The Institute is
committed to this goal, and our success
9,000 members, including 3,000
CPA/PFSs. Phyllis Bernstein, CPA, is
in attracting new members to use CIAS
PFP Director.
resources could have a potentially sig
nificant effect on our ability to carry
We are here to assist our members in
through the branding effort. Thus, this is
providing high quality and profitable
personal financial planning services to
a very important initiative for the Divi
sion and we are committed to develop
their clients, help protect the public
ing a Center that will greatly benefit all
interest, and promote recognition of the
CPA/PFS as the premier financial plan
our members, from those first consider
ing entering the investment advisory
ner in the profession.
business to those who have been provid
Center for Investment
ing this service for several years.
Advisory Services
Joel and Anat welcome any sugges
tions for improving the CIAS. Please
One of the very important new initia
visit the site and see all it offers now
tives the AICPA started this year is the
and will offer beginning this Spring.
Center for Investment Advisory Services
(http://investmentadvisory.aicpa.org). Its mis
PFS Multiple Entry Points
sion is to “enable members to deliver
top-quality investment advisory services
As I think all of you are aware, the
AICPA accreditation for CPAs involved
to enhance the reputation of CPAs.” The
in personal financial planning, the Per
CIAS was unveiled at last year’s confer
sonal Financial Specialist designation,
ence as a resource for all AICPA mem
is
granted exclusively to CPAs with
bers to expand their practice with an
PFP
experience who demonstrate their
investment advisory business.
knowledge,
skill and experience by
The CIAS contains tools, software,
earning the credential. Currently some
training, research and other resources to
3,000 have earned the designation.
enable members to succeed in this area.
Late last year, after much input, study
Through our relationship with Fidelity
and discussion, the PFP Executive Com
Institutional Brokerage Group and oth
mittee, the PFS Subcommittee on Cre
ers, we also offer members an integrat
dentials and Exams and the AICPA’s
ed platform of solutions to providing
National Accreditation Commission
investment advisory services at dis
approved new guidelines for attaining
counts not readily available to the pub
the designation. We call it the Points
lic. If you have not visited the site, I
System. Our goal in developing these
strongly encourage you to do so.
guidelines is to recognize that there are
Last November, Anat Kendal re
alternative methods for determining
joined the CIAS full time. Under her
someone’s qualifications and compe
leadership, we will be offering addi
tence to deliver personal financial plan
tional educational content for theoreti
ning services and thereby achieve the
cal and practice management assis
designation. In fact, the AICPA is con
tance, marketing and public relations
sidering this point system approach for
assistance, and additional software and
other specialty designations as well.
research tools.
PFS candidates will now be evaluat
Also, our CIAS Resource Panel,
ed on a point system, with a total of 100
chaired by Joel Framson, a former
points required to attain the PFS cre
member of the Executive Committee,

F
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dential. The points system covers the
areas of business experience, lifelong
learning and an examination. If you can
qualify for enough points in the first
two areas, you may be able to substitute
other exams, such as those for CFP,
ChFC, CFA, Series 65 and 66 and
Series 7, for the comprehensive one
administered by the AICPA.
We are committed to ensuring that
the PFS credential maintains the high
standards it has had to date. In fact, we
believe these new guidelines will
strengthen the designation even more by
encouraging the most qualified CPA
planners to apply for the PFS designa
tion. For example, many of you,
although very experienced and skilled in
financial planning, do not want to take a
comprehensive examination to demon
strate that skill. These new guidelines
may make it possible for you to attain
the designation by demonstrating your
skill and experience in other ways. I
strongly encourage you to visit the PFS
site (http://pfs.aicpa.org) to learn more
about these new guidelines. In fact, the
site will have a PFS Assessment Tool
available in the Spring to assist you in
determining the points you would earn
for business experience and lifelong
learning under the MEP system.
We also believe we can do a better job
of marketing the PFS designation to our
members and to the public. To improve
our efforts, in August of last year we
engaged a PR firm to develop and imple
ment a program to promote the PFS to the
public. That program is now underway.
In addition, Joel Allegretti, an AICPA
public relations staff member, spends sig
nificant time working with the PFS Sub
committee, the Division, and the outside
PR firm promoting CPA/PFS. Also, key
Division spokespeople such as Larry Fos
ter, PFS Subcommittee chair, Bob Doyle,
a member of the PFP Executive Commit
tee, and Karen Goodfriend and Dennis
Kroner, members of the PFS subcommit
tee, have given several print and televi
sion interviews in which they’ve done a
superlative job of communicating our
PFS message to the media.
We continue to improve the PFS
marketing kit, which helps PFS holders
to promote their practices and aware
ness of their credential.
Continued on page 6
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A Message From the PFP Chair
Continued from page 5

CPA/PFS Most Recognized
Credential

The evidence suggests these efforts
are attaining results: A recent Harris
Poll survey indicated that among
adults earning $70,000 or more, the
CPA/PFS was the most recognized
personal financial planning credential.
But we need to do more and to do
so we need resources. We need a larg
er budget and we will get that primar
ily from the CIAS. Thus, your use of
the CIAS not only will aid your prac
tice, but also will provide the money to
help promote CPA/PFS as the premier
financial planning designation.
Member Benefits

The Division has been busy in sev
eral other areas as well. For example,
we have launched a Competency
Model to assist CPA financial planners
to identify the skills needed to perform
a personal financial planning engage
ments competently. After reviewing
the Skills Assessment Tool and identi
fying competency gaps, practitioners
can refer to the Learning Resources
Document to identify opportunities to
develop their competencies. Visit the
PFP pages on the AICPA Web site to
locate the tool. It is the result of a con
siderable effort by the task force led by
Karen Barnhouse, a member of the
Executive Committee, and Sarah Phe
lan, an AICPA staff member. Thanks to
both of them and the task force.
In addition, we have updated the
PFP Practice Handbook and released
it in a CD-ROM format with PFP Soft
ware demos and many other excellent
improvements. You should look at it if
you haven’t already. You’ll like it.
We also continue to improve the
PFP Web site. A task force led by Bob
Batty, a member of the Executive
Committee, has given extensive input
to the portal being developed by the
AICPA.
The division is developing review
courses for the PFS Comprehensive
exam, with two already developed and
the others to be finished this year.

6

PLANNER

We also continue to evaluate and
recommend software, and we are writ
ing a new quarterly PFP column in The
Tax Adviser.
Finally, Phyllis Bernstein, PFP
Director, has been involved throughout
the year on several regulatory matters
affecting the profession and the public.
Our Focus for 2001

While we have accomplished a lot
in the last year, much more needs to be
done. We need to be very focused on
doing all we can to ensure that the
CIAS succeeds and that the Division is
allocated its share of revenues to pro
vide adequate budget to continue our
PR campaign to promote the CPA/PFS
financial planner. We need to do all we
can to communicate the point system
and encourage our members to attain
the PFS designation.
We need to listen closely to mem
bers and do all we can to see that the

needs of the PFP Section members are
being met. Your input is sincerely
appreciated, whether positive or nega
tive. Phyllis Bernstein welcomes any
comments you may have for improv
ing services or benefits.
Finally, the Executive Committee
needs to work even more closely with
the CIAs and the Resource Panel, the
PFS Subcommittee, the AICPA PR
staff and the AICPA Conference
Teams to help see that they are devel
oping the appropriate resources and
courses to aid our members, and, final
ly, with AICPA leadership to sustain
and strengthen their commitment to
and support of the Personal Financial
Planning Division.
Help!!!

You’ve heard what we hope to do
for you. Now here’s what can you do
for the division. We are always in need
of authors for articles in Planner, The
Tax Adviser, the Journal of Accoun
tancy, and the PFP Pointer, and vol
unteers for task forces, expert and
resource panels, special projects, and
many other activities. ♦

Telephone Seminars on New IRA
Distribution Regulations
Robert S. Keebler, CPA, MST, and Thomas Gau, CPA, CFP, MBA are
conducting a one-hour telephone seminar for lawyers, CPAs and finan
cial-advisers on several Saturdays in March. This seminar includes
extensive coverage of the new regulations affecting the stretch-out IRA,
the new minimum distributions, spousal rollovers, funding the bypass
trust with IRA assets, QTIPing an IRA, the new separate share rule,
charitable cash-outs, division of IRAs, beneficiary designation plan
ning, the new five year-rule, post mortem beneficiary reformations,
effective dates, correcting current beneficiaries, trust traps, new report
ing rules and many new planning strategies. Keebler, the author of A
CPA’s Guide to Making the Most of the New IRAs, an AICPA publica
tion, will provide in-depth technical coverage and Thomas Gau will
provide outstanding practical insight about how to implement these
powerful new ideas.
The dates of the seminars are March 17,21, and 28,2001; 8:45 a.m.,
Pacific time, 9:45 a.m., Mountain time, 10:45 a.m., Central time, and
11:45 a.m., Eastern time. For more information, call 920-490-5607 or
e-mail hdombeck@virchowkrause.com.
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The 2001 AICPA PFP Technical Conference:
Some Lessons Learned
ore than 600 planners, along
the 20th century” by Fortune magazine
with representatives of 100
and distinguished by many, many other
accomplishments, Bogle brought a
vendors —almost 1,000 in
total —attended the 2001 AICPAcredibility
PFP
few others could bring to his
presentation, “Mutual Funds: Business
Technical Conference at the Sheraton
or Profession,” subtitled “Future
Harbor Island in San Diego, January 8
to 10. With more than 50 general and
Course of the Profession —What’s
concurrent sessions, many, if not most
Right, What’s Wrong.”
of the sessions were advanced beyond
PFP basics, offering a depth of techni
A Serious Message
Bogle opened his eloquent speech
cal content that in some instances
with a “serious message that as we roll
required the subject to be presented in
from the second millennium into the
more than one session. The conference
third, the stock market reached a very
steering committee, headed by Connie
important inflection point—times will
A. Brezik, CPA/PFS, of Professional
be different.” Bogle said that since the
Asset Strategies, Inc., Caspar, Wy
“once smoothly paved road to easy
oming and Scottsdale, Arizona, orga
riches has become a very bumpy road
nized a program that offered something
to significant capital erosion,” the con
to everyone.
sequent “return to reality is going to
The upbeat mood of the conference
place a premium on the provision of
was due not only to the strength of the
personal financial planning services.”
presentations but also to the sense of
The bear market, Bogle said, offered
confidence in the future of CPA finan
three long overdue blessings:
cial planners displayed by presenters
1. It brought back into focus the
and participants. Presenters and partici
financial reality about investment
pants focused less on the threat of com
returns and risk. The 18% average
petition from the many self-styled
annual returns on stocks during the
financial planners, ill prepared in the
great bull market were not a new norm,
comprehensive technical knowledge
and the belief that we were in a new era
required to serve clients well. Instead,
in which common stocks no longer car
presenters and participants focused on
ried heavy risk of capital loss proved to
being prepared to meet the high expec
be a delusion.
tations clients have of CPA planners.
2. Stocks are attractive once again. If
Many presenters reminded participants
5% to 6% was a reasonable expectation
that clients seek them out not only
for returns in the 1999-2009 decade, the
because they are traditionally trustwor
new norm would probably be in the 8%
thy, but also because they have the
to 9% range because stocks are now
expertise, especially those with the PFS
selling, not at 30 times earnings, but at
credential, to provide superior guidance
24 times earnings and are therefore a lot
centered on the client’s interests, not
cheaper.
their own.
3. For investors with long-term time
This overview can’t provide ade
horizons, lower prices for stocks are
quate detail to do justice to most of the
good. You can buy more for less. For
sessions, so we direct you to the tapes
clients who will not retire for many
listed on page 13 in “The Next Best
years, it is better to accumulate stocks
Thing to Being There.”
when the Dow is below 10,000 than
The optimistic, self-confident tone
when it is above 20,000.
that pervaded the conference was intro
duced by the conference’s keynote
An Essential Message
speaker, John C. Bogle, founder of the
“This ice cold shower,” Bogle said,
Vanguard Group, Inc., and president of
’’that has hit the stock market, however
the Bogle Financial Markets Research
devastating to the personal wealth of
Center. Recognized as one of the
very aggressive investors, has sent a
investment industry’s four “giants of
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HIGHLIGHTS
1 Taking the Mutual Fund Industry
to Task
A summary of John C. Bogie’s
keynote speech in which he faults the
mutual fund industry for losing track
of its mission and praises CPA plan
ners for staying on track in serving
clients. Bogle offers guidance on
sticking the course.

11 Life Insurance for Closely Held
Businesses
In her summary of Martin Satinsky’s
presentation at the conference, Phyl
lis Bernstein, PFP Director, reports
on tools and techniques for using life
insurance in the closely held business
and the tax treatments of these insur
ance vehicles.

13 AICPA PFP Technical Conference
Audio Cassettes Available

14 What’s Wrong With Diversification?
Sarah Phelan, PFP technical manag
er, summarizes the presentation on
asset allocation by Roger C. Gibson.

valuable—indeed an essential message
to us all: The mathematics of the mar
kets are eternal.”
Bogle said that we are in a new envi
ronment in which future investment
returns will be lower and investor
expectations far more muted, an envi
ronment that is going to send a special
message to investment management
professionals and financial planning
professionals alike: “ To the extent we
were opportunistic; that we let greed
override hope and fear; that we refused
to apply rational expectations to future
market returns; that we promoted per
formance that was hyped up and clear
ly unsustainable; that we ignored or
underplayed risk; that we stopped short
of full disclosure and failed to commu
Continued on page 8
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The 2001 AICPA PFP Technical Conference:
Some Lessons Learned
Continued from page 7
nicate with candor to our clients; to the
extent that we did all those things, the
outlook is materially less robust for our
business than it was just a few short
months ago. But for those among you
who had the wisdom and discipline to
meet those stern tests, the outlook for
the business is more robust than ever
because intelligent investors always
need help —always, no matter what the
circumstances —in putting their assets
together with common sense and with
prudence.”
According to Bogle, in the mutual
fund industry, not enough firms have
met those tests. He went on to support
that assertion with specifics, conclud
ing, however, that the mutual fund
industry will turn and gradually change
its counterproductive course. Bogle
urged financial advisers to seek out
mutual funds that see their primary
function as stewardship of the wealth
entrusted to them by investors. “The
principle function of mutual funds,” he
said, ”is the management of their
investment portfolios. Everything else
is incidental to the performance of this
function.”
Bogle went on to praise CPAs, espe
cially those holding the PFS designa
tion, and he offered guidance for pro
viding professional investment advice
that served clients as well as practition
ers (See the summary of Bogie’s
remarks on page 1).

tions. He thinks most planning software
doesn’t meet this requirement, but
instead creates unrealistic expectations.
Software, Shambo said, often fails to
communicate risk effectively and can
draw the client’s attention away from a
well thought out portfolio strategy.
Shambo identified four key limita
tions of planning software:
1. Failure to measure the impact and
importance of portfolio costs.
2. Failure to identify the initial draw
down rate.
3. The use of averages for key
assumptions.
4. The use of constant rates of return
for portfolio growth.
These limitations impede the plan
ner’s efforts to educate clients. Shambo
offered suggestions concerning these
limitations. For example, in discussing
the dangerous use of averages for key
assumptions, he suggested that the
planner ask the following questions
when using financial software:
■ Does your input use average
returns even when they are higher than
the typical or likely return?
■ Does the client understand the

likelihood of achieving the stated pro
jection rate?
■ Do gross returns in your projec
tion have a reasonable chance of suc
cess?
Behavioral Finance

While Shambo considered the
impact of financial planning software
on the planner’s ability to manage rela
tionships with clients, Russell T. Hill
identified several “biases of judgment
or cognition” on the part of planner and
client that could also strain that rela
tionship. Hill, president of Halbert,
Hargrove/Russell LLC, Long Beach,
California, presented the session,
“Behavioral Finance.” Now a hot topic,
behavioral finance studies how emo
tions and mental errors can cause stocks
and bonds to be overvalued or under
valued. Among the biases (mental
errors), Hill cited, for example, was
overconfidence. In order that both
client and planner maintain a realistic
perspective, Hill advised planners to—
■ Keep track of your own recom
mendations.
■ Avoid bold statements. They
attract clients but may come back to
haunt you.
■ Make clients aware of uncertain
ty.
■ Don’t let clients project their
overconfidence onto you.
Planners can benefit from listening
to the tape of Hill’s presentation and by
accessing a Web site he cited,
www.undiscoveredmanagers.com. This
site offers a four-page “Introduction to
Behavioral Finance,” along with a slew
of articles on specific aspects of the
subject.

Suspect Software

In his speech, Bogle cautioned plan
ners about overreliance on Monte Carlo
simulations and other software pro
grams. Similar caution about relying on
software programs was the basis of the
presentation, “Averages, Drawdown
and the E-World: Where Assumptions
and Facts Collide on the Efficient Fron
tier,” by James A. Shambo, CPA/PFS,
president of Lifetime Planning Con
cepts, Colorado Springs, Colorado.
Shambo also cited the dangers of over
reliance on financial planning software
programs in managing client expecta
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Wealth Planning

Linda S. Lubitz of the Lubitz Finan
cial Group, Miami, speaks on "Pru
dent Investing and the Investment Pol
icy Statement."

For many planners, the future of
estate planning is, of course, as of much
interest as the future of the financial
markets. Several conference presenters
brought up the issue of the impact of
pending estate tax repeal on planning
activities. Among them, Robert S. Kee
bler, CPA, MST, a partner of Virchow,
Krause & Company, Green Bay, Wis
consin, pointed out to participants that
estate planning work will continue
because of the ten-year phase out
planned in repeal legislation. He also
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Develop and enhance your
competency in investment
planning for your clients!
Attend the AICPA National Investment Planning Conference and acquire
practical guidance, technical expertise and solid management skills essential

for performing Investment Planning services. If you are a CPA who currently

provides investment planning advice or would like to expand your practice by
offering investment planning or monitoring services, sign up now to receive
top-notch training from the experts.

Broaden the scope of your practice, increase engagement opportunities and
enhance revenue with your specialized skills and up-to-date information on

vital areas of this rapidly growing niche.

Conference Coverage
■ Learn how to market your services by hearing from an industry leader
■ Discover the future of the financial advisory business and find out how your

practice will be affected by the developments
■ Gain key information about the latest trends in investment planning
■ Acquire vital instruction on advanced mutual fund analysis, asset allocation

and managing a client’s expectations

Plus, your presence at the information-packed pre-conference workshop

on “Howto Set Up and Run an Investment Advisory Practice” will provide
you with practical advice to get you going in this profitable niche.

CALL 1-888-777-7077 TO REGISTER TODAY!

Register by 3/30/01 and SAVE $50!
AICPA PFP Section members SAVE $50 off the
AICPA member fee.

Conference Agenda
Recommended CPE Credit: 16 hours + 1 optional CPE credit hour
SUNDAY,

JUNE

24,

2001

PRE-CONFERENCE WORKSHOP
*(Additional Fee)

DAY

TWO — TUESDAY,

JUNE

26,

2001

I
7:00am-4:30pm

Registration and Message Center Open
8:00am-6:30pm

Registration and Message Center Open
9:00am-5:00pm

How to Set Up and Run an Investment
Advisory Practice

7:00am-8:00am

Continental Breakfast
7:00am-7:50am

Optional Roundtable

CIAS Live! One-on-One with your Advisory Toolkit

5:30pm-6:30pm

The Split-Second Game Show
MAIN CONFERENCE BEGINS
MONDAY, JUNE 25, 2001

7:00am-5:15pm

Registration and Message Center Open
7:00am-8:00am

Continental Breakfast
8:00am-8:10am

Welcome and Introduction

8:00am-9:30am

General Session
Volatile Markets in 2001: What Is an Investor to Do?
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Turn Your Client’s Sudden Money Into Lasting Wealth
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Lunch
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The Future of the Financial Advisory Business Part II:
Strategies for Small Businesses
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Concurrent Sessions (Select one)

General Session
Best Practices

Issues and Trends in Investment Adviser
Compliance
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Individual Stock Analysis

Lunch and Luncheon Speaker
l:45pm-3:00pm

Concurrent Sessions (Select one)

Behavioral Theory — Understanding Your Clients
Managing Your Back Office

Advanced Money Manager Analysis
3:05pm-3:15pm

Refreshment Break and Exhibits
3:15pm-4:30pm

Concurrent Sessions (Select one)

Bonds and Floating Rate Funds

Issues and Trends in Investment Adviser
Compliance (Repeat of session #19)

3:00pm-4:00pm

Refreshment Break and Exhibits

Individual Stock Analysis (Repeat of session #20)

4:00pm-5:15pm

Exchange Traded Funds and Other Equity-Style
Investments

Concurrent Sessions (Select one)

Advanced Mutual Fund Analysis
Behavioral Theory — Understanding Your Clients
Repeat of session #6)

Aggregation
5:15pm-7:00pm

Reception

4:30pm

Conference Adjourns
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suggested that clients would require
more services because the demographic
profile of the U.S. is characterized by a
large segment of baby boomers, who
are in a life stage transition and require
financial guidance.
In his presentation, “The Mathemat
ics of Wealth Planning,” Keebler
offered an overview of family wealth
preservation techniques. The role of the
CPA has changed, Keebler said, in that
lawyers are more interested in their ser
vices. Clients are seeking the CPA’s
advice and counsel. They’ll pay for
such services as quantitative analysis,
tax analysis and advice, guidance in
setting goals and designing estate plans.
They are seeking practical assistance in
setting goals, not education.
Keebler covered a lot of territory in
his presentation, including an explo
ration of the use of the Family Limited
Partnerships in estate planning. He cau
tioned planners to keep in mind that in
the FLP arena “the sum of the parts
does not equal the whole.” That is, the
value of all the limited and general part

nership units, taken separately, does not
equal the value of the entire entity. He
emphasized the importance of compe
tent valuation of partnership units, cit
ing particularly the impact of lack of
marketability discounts in determining
value.
Stock Options

At past AICPA conferences for plan
ners and investment advisers, the ses
sions on stock options were presented
by planners whose focus was on the
employee-recipients of stock options.
The focus remained on the recipient
client in Renee R. Deming’s presenta
tion, “Planning Opportunities for
Employees of Start-Up Companies.”
The difference in Deming’s session
from the earlier sessions was her per
spective: Deming is the head of Menlo
Park, California-based Venture Law
Group’s Executive Compensation and
Employee Benefits Group. Her clients
are employers who offer stock options
rather the recipients.
Stock options continue to be an

important element of employee recruit
ment and retention. Indeed, even close
ly held companies are adopting this
technique in a market where talented
employees are scarce. Deming’s pre
sentation covered the many issues that
arise with clients who have, or are con
sidering the exercise of stock options.
Among them were equity position, cash
management, valuation, future of the
company, future of the employee with
the company, tax treatment, and invest
ment strategy.
Deming emphasized the importance
of knowing the contractual provisions
related to the timing of the exercise and
purchase of the options in establishing
the option holder’s equity position. She
also focused largely on the tax treat
ment of employee stock options, ana
lyzing several case studies.
The factors in the tax analysis that
Deming thinks are key include:
■ Understanding the terms and
conditions of the options (for example,
is early exercise available?).
Continued on page 10

Highest scorers in the PFS examinations, November 1999 and June 2000, from left to right, Victor L. Hess (June, with
high distinction); Raymond A. Rowntree, (Nov. with high distinction); Douglas P. Thompson (June, with highest dis
tinction); Laurence I. Foster, Chair of PFS Credentials and Exam subcommittee; Connie Estopinal (Nov., with high
est distinction); Larry J. Rose (June, with high distinction); and David M. Carr (Nov., with high distinction).
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Continued from page 9
■ Determining the impact of the
timing of the exercise of options.
■ Determining the benefit of long
term capital gains (comparing tax
rates).
■ Assessing the future of the com
pany, including expectations about its
liquidity.
■ Considering the impact of
restrictions on the ability to sell, such as
the lock-up periods related to incentive
stock options and insider trading rules
and policies.
Who Gets the Stock Options?

The issue of stock options arose in
the session presented by Ginita Wall,
CPA, CFP, who practices in San Diego.
Wall specializes in providing forensic
accounting and financial guidance to
clients involved in financial transitions
such as widowhood and divorce. In her
session, “Divorce and Taxes: How to
Avoid the Pitfalls,” she cited and dis
cussed not only the tax regulations that
affect a marital dissolution, but also the
practical financial considerations
clients should weigh when they
divorce. Her presentation focused
mostly on three areas: disposition of the
couple’s residence, alimony, and dispo
sition of retirement benefits.
Wall discussed, for example, the
options related to the disposition of the
divorcing couple’s residence, the tax
regulations affecting that disposition and
the basic considerations to raise with a
spouse who wants to keep the house.
Wall also discussed the regulations
and considerations related to dividing
retirement plans. A spouse’s options
include:
■ Trade retirement benefits for
something else.
■ Stay in the plan as an alternate
payee.
■ Roll the distribution into an IRA.
■ Receive the distribution and pay
tax on it.
Whether the retirement plan is a
defined benefit plan or a defined con
tribution plan, the couple needs a
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Qualified Domestic Relations Order
(QDRO) to divide it and can withdraw
without penalty. With an IRA, no
QDRO is needed and it can be divided
according to the Marital Settlement
Agreement.
A QDRO is not required for the dis
position of stock options. In addressing
the stock option issue, however, the
planner needs to remember that there is
assignment of income that is taxable.
Also, although stock options are not
considered property, there is a commu
nity property issue because they repre
sent deferred income.
Life Insurance

It is as important for planners to
manage insurance uses as it is to man
age investments. Planners need to know
enough information to do this, said
Martin J. Satinsky, CPA/PFS, JD, LLM,
a partner with Isdaner & Company,
LLC, Bala Cynwyd, Pennsylvania. In
his session, “Life Insurance for Closely
Held Businesses,” Satinsky covered the
tax treatment of corporate-owned life
insurance and the uses of life insurance.
He also discussed how much life insur
ance was enough and what type of life
insurance is appropriate. Phyllis Bern
stein, CPA, PFP Director, provides a

more detailed description of Satinsky’s
presentation on page 11.
Diversify, Diversify

Does multiple-asset class investing
still make sense? Roger C. Gibson, CFA,
CFP, co-director, Center for Fiduciary
Studies, Pittsburgh, tackled this question
in his presentation, “What’s Wrong With
Diversification?” He also discussed how
to develop individually tailored asset
allocation strategies for clients with var
ious objectives and risk tolerances.
Sarah Phelan, JD, PFP technical manag
er, provides a more detailed summary of
Gibson’s presentation on page 14.
Space doesn't permit more detailed
discussion of other presentations,
which covered other topics related to
specialized knowledge, taxation, audit
ing and management. We urge readers
to acquire tapes of sessions they’re
interested in. The presenters were
skilled in their presentation techniques
and very strong in knowledge of and
experience with their subjects. Every
one will get something out of a tape.
Another opportunity is coming up
soon: The AICPA Investment Planning
Conference, June 25-26, 2001 at the
Palmer House Hilton in Chicago. See
the insert in this issue. ♦

Representatives of Fidelity Investments Institutional Brokerage Group, one of the many
vendors at the 2001 PFP Technical Conference answer a planner’s questions.
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Life Insurance for Closely Held Businesses
By Phyllis Bernstein, CPA, PFP Director

artin J. Satinsky, CPA/PFS,
holders are given the option to purchase
JD, LLM of Isdaner & Com
the stock. At this stage, the buy-sell is
pany, Bala Cynwyd, PA has
in the form of a cross purchase plan.
spoken frequently at AICPA PFP techni

Another
important use for life insur
cal conferences. This year, in his presen
ance is key employee insurance for a
tation, “Life Insurance for Closely Held
client at risk of losing a key employee.
Businesesses,” he focused on four areas:
This policy would provide the
(1) tax treatment of corporate owned life
resources to replace, if possible, a key
insurance, (2) uses of life insurance for
employee.
closely held businesses, (3) how much
Most life insurance written is for
life insurance is enough and (4) what
employee benefits such as group term
type of insurance is appropriate.
life insurance. Another type of employee
benefit insurance is a Section 162 plan,
Tools and Techniques for Using Life
which is also called a salary increase,
Insurance
executive bonus, executive life insur
Life insurance is a useful tool in
ance or selective pension plan. Under
many financial planning situations
this arrangement, an employer pays the
including those involving closely held
premium on a permanent life insurance
businesses. Insurance companies and
policy that insures and is owned by one
agents think of it as a product, but from
or more selected employees.
a financial planning standpoint, it is a
Another employee benefit, usually
tool with one priority: to help the client
for highly compensated employees, is
accomplish his or her goals. The plan
split dollar insurance, which is an
ner therefore needs to understand how
arrangement for splitting the interests
various insurance products can help
in an insurance contract. The splitting
meet client’s goals and objectives.
and sharing can be of premium outlay,
Life insurance is often critical for
death benefits, cash values, dividends
funding buy-sell agreements, which
and ownership. In the typical split dol
take several forms based on the parties
lar approach, the employer pays the
to the contract:
annual premium equal to the increase in
■ Stock redemption (also called
the policy’s cash value (or net premi
entity purchase). The business purchas
es the business interest upon the trig
gering event at a price based on a pre
For more comprehensive analy
determined formula. With respect to the
sis on the use of life insurance in
insurance, the corporation would be the
financial planning and tax plan
applicant, owner, beneficiary and pre
ning, see also the following
mium payer.
resources:
■ Cross purchase. The remaining
business owners buy the business inter
■ The Tools and Techniques
est upon the triggering event at a price
of Life Insurance - 2nd Edition,
based on predetermined formula. With
Stephan R. Leimberg, John
respect to any insurance, the sharehold
McFadden, The National Under
ers would be the applicants, owners,
writer Company, 1999
beneficiaries and premium payers.
■ Tax Planning With Life
■ “Wait and See.” Under this flex
Insurance - 2nd Edition, Howard
ible approach, the business entity is
Zaritsky and Stephan Leimberg,
given the first option to purchase stock.
Warren, Gorham & Lamont, 1998
At this stage, the “wait and see” takes
with Cumulative Supplements
the form of a stock redemption plan. To
through 2000.
the extent that option is not exercised in
a timely manner, the remaining share
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um, if lower). The employee pays the
balance, if any. Other split dollar
arrangements are reverse split dollar,
P.S. 58 Offset Plan, employee-pay-all
arrangement, and level premium plan.
A Death Benefit Only (DBO) plan is
often called a survivor’s income benefit
plan, which is logically used for life
insurance. As its name implies, a DBO
plan provides only death benefits and
makes no promises or payments to the
employee during lifetime.
Tax Treatment

Satinsky touched on the tax treat
ment of corporate owned life insurance.
Under IRC Section 101, death benefit
proceeds of a life insurance policy are
exempt from income tax. Section 7702
defines life insurance. Satinsky said, “If
it looks like life insurance and smells
like life insurance, it probably is life
insurance.”
In a term policy, you terminate the
premiums and the policy is no longer in
force. In a cash value policy, cash value
increases attributed to investment
income are not usually taxable as long
as the policy remains in force. If the
policy is surrendered for cash before
the insured’s death, there is a potential
for taxable gains. Any excess of the
proceeds received upon surrender over
the policy owner’s basis is taxed as
ordinary income. Basis in the policy is
the premiums actually paid less the div
idends received and tax free with
drawals. Proceeds equal the cash
received at surrender plus any outstand
ing loans “paid off’ at surrender. In a
typical mutual insurance company, the
policy holder will receive a dividend,
which is not taxable because it really is
a return of capital or premium.
Over time, the cash can build up to
such a degree that if the policy is in
force, depending on the level of premi
ums to be paid and how well the cash
value has been performing (based on
the earnings rate), it is very possible to
get cash back because the cash value
will exceed the premiums. This is the
advantage of using insurance as a
retirement planning vehicle. With
drawals of cash values without surren
der means you are pulling cash out but
Continued on page 12
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Life Insurance
Continued from page 11

not terminating the policy, as with a
variable universal product. You can
take distributions not just loans. You
can also put excess premiums in. With
drawals are on a cost recovery basis so
no income is taxable until you have got
ten your basis back.
MECs

Satinsky also covered the special
rules for modified endowment contracts
(MECs) under IRC Section 7702A.
These rules are intended to limit the
perceived abuses of life insurance con
tracts designed to take advantage of the
tax free build-up of cash values. They
are aimed at the single-premium and
short-pay life insurance policies. Satin
sky cautioned that the rules are com
plex and most insurance agents do not
understand how a MEC works.
The typical MEC is usually a single
premium whole life policy. For exam
ple, the client puts $100,000 of cash in
at once to buy the policy. The cash
builds up inside the policy on a tax free
or tax deferred basis. It would be tax
free when it ends up as part of the death
benefit or tax deferred if the client with
draws cash from the policy.
People put huge amounts of cash
into these policies, which meet all the
provisions of section 7702 from an
actuarial definition and an at-risk def
inition and so forth. Those funds build
up on a tax free basis, the owners fig
uring that they could either let the
cash values be added to the face
amount of the policy and build up
huge amounts of death benefits or use
it as a basis for loans for cash flow
during retirement.
The IRS eventually said this was
not an insurance vehicle but an invest
ment wrapped inside an insurance
product. Consequently, they created
the MEC rules, which require that any
distributions or withdrawals before
death be taxed on an interest-first
basis, not a cost-recovery basis. The
first dollar received is out of income in
excess of basis.
In addition, distributions taken from
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a MEC before age 59⅟2 are deemed to
be premature and subject to a 10%
penalty.
Clients should be aware that it's dif
ficult to escape MEC issues. Borrow
ing against the policy using the MEC
as collateral is considered a withdraw
al resulting in taxable income. Clients
can fall into MEC traps unexpectedly.
Consider, for example, a client who
agrees to pay premiums of $10,000 per
year over 5 years. The agent thinks this
shouldn’t be a MEC issue because the
client is buying a variable universal
product and funds are invested in the
stock market, which has performed
exceptionally well. The client is still
paying in the same premiums. Sudden
ly, the cash value exceeds what would
qualify the client from being within the
exceptions to avoid MEC issues.
This example illustrates what Satin
sky calls the need to manage the life
insurance product like other invest
ments. The insurance agent might not
catch this issue. An agent looks at how
the policy is structured and makes the
sale. But before you know it you can
have a client with a MEC and all the
negative treatments affecting with
drawals from the policy. The death
benefits are fine, but the client was
looking for the policy to fund a
deferred compensation program. Sud
denly, the great plan falls apart

because the investments did excep
tionally well but nobody warned the
client to watch out about the levels of
premiums paid.
The Planner’s Role

Whose responsibility is it to watch
the policy for possible MEC issues?
The agent is not responsible unless the
client has retained him or her on a fee
basis to manage the policy. Agents are
sales people. The client can retain an
insurance consultant, an accountant, a
financial planner, or an attorney to
monitor this for the employer, who pur
chased the policy. The person who pur
chased the policy is responsible and
most at risk.
The above example will be in the
back of your head whenever you see a
short-pay policy proposal, Satinsky
said. Typically, you will see an insur
ance illustration once —at the time the
policy is issued. The illustration is
part of the marketing materials. If you
are representing a client in the life
insurance area, you should be getting,
probably annually, what is called an
in-force ledger or an in-force illustra
tion. This is an illustration similar to
the original one, based on the cash
values and current assumptions at the
time the illustration is ordered. This
will allow you to see how the policy
is performing. Time shows the truth:
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MEC issues should pop out at that
time. You may get an annual report on
the policy from the insurance compa
ny, which will give you other infor
mation but may not be enough to
determine whether there is a MEC
problem.
At the time of the initial sale, insur
ance companies generally, for liability
purposes, will indicate that you may
have a MEC issue. Since future in-force
illustrations are cranked out of the same
software, you will have the same kind
of disclosure on whether you have a
MEC problem.
There is no way out once the con
tract becomes a MEC. If you make a
Section 1035 contract exchange from
one policy with a MEC taint to another,
that exchange does not remove the
taint.
You can buy a new policy, but any
universal policy within certain ranges
has the possibility of adjusting the
death benefit and letting the MEC poli
cy die, which means it is used only for
its death benefit. The client would let
the cash values that build up pay the
premiums until the cash values are
gone. The client enters into another pol
icy that is a separate policy totally for
cash value build-up.
The insurance company reports that
it is a MEC to the IRS and issues a 1099
to the policyholder, when there is
reportable income.

The Next Best Thing to Being There
Audio Tapes for 2001 PFP Technical Conference
Welcome and PFP Division Update
Connie A. Brezik, CPA/PFS, Conference Chair, and James
K. Mitchell, CPA/PFS, PFP Executive Committee Chair

Mutual Funds: Business or Profession? Future
Course of the Profession—What's Right,
What's Wrong
John C. Bogle, President, The Bogle Financial Markets
Research Center, Founder and Former CEO, The Vanguard
Group, Valley Forge, PA

Mathematics of Wealth Planning (2 tapes)
Robert S. Keebler, CPA, MSI, Virchow, Krause & Company,
Green Bay, Wl

Life Insurance for Closely Held Businesses
(2 tapes)
Martin Satinsky, CPA/PFS, Partner, Isdaner & Company,
LLC, Philadelphia

Senior Executive Compensation (2 tapes)
Tim Kochis, JD, MBA, CFP, Kochis Fitz Tracy Fitzhuga &
Gott, Inc., San Francisco

Continuation of Senior Executive Compensation
(2 tapes)

Behavioral Finance (2 tapes)
Russell P. Hill, President, Halbert, Halbert/Russell LLC,
Long Beach, CA

Planning Opportunities for Employees
of Start-Up Companies (2 tapes)
Renee Deming, JD, Director, Venture Law Group, Menlo
Park, CA

Luncheon Address: A Look at the
XYZ Designation
Robert Elliott, CPA, KPMG, New York

Other Tax Issues

Financial Planning Services Software (2 tapes)

Space doesn’t permit more detailed
discussion of the great amount of guid
ance that Satinsky offered in his ses
sion. He also covered, for example,
transfer for value rules under IRC Sec
tion 101 (a)(2) and estate tax treat
ments. Readers would do well to listen
to Satinsky’s session on audiotape (see
the list on ths page). Satinsky believes
that planners can provide world-class
service to their clients by becoming
aware of the many nuances of life
insurance and thereby preparing them
selves to provide guidance on this
investment by the client as they would
for the client’s other financial concerns
and assets.
For questions about life insurance
planning for the closely held business,
contact Msatinsky@isdanerllc. com ♦

Steven I. Levey, CPA/PFS, Shareholder/Director, Gelfond
Hochstadt Pangburn, PC, Denver
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Divorce and Taxes: How to Avoid the Pitfalls
(2 tapes)

Averages, Draw-Downs and the E-World: Facts
and Assumptions Collide in the Efficient Frontier
(2 tapes)
James A. Shambo, CPA/PFS, President, Lifetime Planning
Concepts, Colorado Springs

Cutting-Edge IAS Practice Technology Tools
Developing an Investment Advisory Practice
Joe R. Honeycutt, Jr., CPA, CFP, Dixon Odom, PLLC,
Greensboro

Issues and Trends in Investment Advisory
Practice (2 tapes)
Phyllis Bernstein, CPA, Director, AICPA, Personal Financial
Planning, Jersey City, NJ, and Jacqueline H. Hallihan, Presi
dent, National Regulatory Services, Lakeville, CT

Advanced Estate Planning (2 tapes)
Myron S. Greenberg, JD, CPA, Larkspur, CA

Creating the Family Office (2 tapes)
Patricia M. Soldano, President, Cymric, Costa Mesa, CA

Tax Aspects of Financial Products (2 tapes)
Steven M. Rosenthal, CPA, Principal, KPMG, LLP, Washing
ton, DC

Prudent Investing and the Investment Policy
Statement (2 tapes)
Norman M. Boone, MBA, CFP, Boone & Associates, San
Francisco, and Linda S. Lubitz, CFP, The Lubitz Financial
Group, Miami

Coaching Dialogue—Mastering Communication
with Clients (2 tapes)
Sharon Tiger, Ed.D., business coach, Dallas

What's Wrong with Diversification
Roger C. Gibson, CFA, CFP, President, Gibson Capital
Management, Ltd., Pittsburgh

Coach Your Clients More Effectively by
Identifying Their Behavioral Style (2 tapes)
Sharon Tiger, Ed.D., business coach, Dallas

Ginita Wall, CPA, CFP, San Diego

Development Practice Standards for the
Investment Adviser(2 tapes)

Social Security: the Top 10 Client Mysteries
(2 tapes)

Donald B. Trane, President and Founder, Center for Fidu
ciary Studies, Pittsburgh

Andy Landis, Thinking Retirement, Seattle

Charitable Giving: The Explosion of New
Options (2 tapes)
Cynthia Egan, President, Fidelity Investments Charitable
Gift Fund, Boston

Analyzing and Purchasing Life Insurance
(2 tapes)
Richard M. Weber, MBA, CLU, Financial Profiles, Inc.,
Carlsbad, CA

Individual Tapes
1—7 tapes
$15.00 each
8—15 tapes
$14.00 each
16 or more tapes
$13.00 each
Complete Set (46 tapes) $475.00
Shipping
$2.00 per tape; $10 maximum

Send orders to: Conference Copy Inc., 8435 Route 739,
Hawley, PA 18428; charge orders accepted by telephone
at 570-775-0580 or by fax at 570-775-9671;
www.confcopy.com
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What’s Wrong with
Diversification?
By Sarah Phelan, JD, PFP Technical
Manager
t the 2001 Personal Financial
Planning Conference, CPAs
were privileged to hear Roger
C. Gibson, CFA, CFP, a nationallyrecognized expert on asset allocation
and investment portfolio design,
speak in a general session on “What's
Wrong With Diversification?”
Money and Worth magazines have
named Gibson one of the top financial
advisers in America. He is President
of Gibson Capital Management, Ltd.,
Pittsburgh, PA, a Registered Invest
Alan Rothstein, recipient of the PFP Distinguished Service Award, with Phyllis Bern
ment Adviser, and he is the author of
stein, PFP Director, and Jim Mitchell, Chair, AICPA PFP Executive Committee
Asset Allocation: Balancing Finan
cial Risk, a leading resource in the
field, which is in its third edition in
the United States and has been trans
Rothstein Receives PFP Award
lated into German and Japanese. Gib
son also serves on the advisory
for Distinguished Service
boards of the TIAA/CREF Institute
The AICPA has awarded Alan M. Rothstein the Personal Financial Planning
and the 401(k) Forum.
Division’s Distinguished Service Award.
Rothstein, a CPA/PFS, is founder and president of Rothstein & Company in
Inflation and Volatility
Avon. Connecticut. Currently a member of the AICPA's PFS Credential and
Gibson began by identifying two
Exam Committee, he has been involved in many projects for the PFP team. He
major risks that all investors face:
has served as chair of the PFP State Society Committee Chair Roundtable and
inflation and volatility. Even modest
a member of the PFP Member Services Subcommittee where he helped devel
inflation is a major risk, as one can
see when looking at inflation over any
op the PFP Practice Handbook. Rothstein also developed a state coordinator
program for the local promotion of the PFS designation.
extended period.
“Alan’s tireless support of the PFS designation demonstrates his commit
But equity investments, which pro
ment to raising the profile of CPAs in the financial planning arena,” said Phyl
tect against inflation risk, are highly
lis Bernstein, PFP Director.
volatile. The impact of a bad market in
Rothstein has also been active in a broad range of other professional, busi
equity investments can be felt for a
ness and civic organizations. He is a member of the Connecticut Society of
very long time. Gibson presented a
CPAs, the New York Society of CPAs and the National Association of Person
slide that pictured volatility risk from
al Financial Advisors. He is also a founding member of the All-Star Financial
1926-1999 to demonstrate some wide
Group, a national network of CPAs who provide tax and financial management
swings in annual total returns of largeservices to high net worth individuals.
company stocks and to show the sig
Rothstein was named one of the top 250 financial advisers in the country by
nificant variations in the returns on
Worth magazine in 1999, the most recent year Worth compiled this list.
Treasury bills during that time.
Accounting Today has cited him as one of the leading financial advisers in the
Notwithstanding these drawbacks,
country for the last two years. He was also named Personal Financial Planner
Gibson said, interest-generating invest
of the Year by the LINC Society of CPA Financial Planners.
ments are appropriate for investors
Rothstein is president of The Box Project, a national nonprofit organization
with short time horizons, and equity
assisting poor rural families, and a past president of Probus Club, a national
investments are appropriate for in
organization dedicated to helping the handicapped. He is also a youth adviser
vestors with long time horizons.
to the West Hartford, CT, chapter of United Synagogue Youth. ♦
With extensive charts and graphs,
Gibson demonstrated how diversifi
cation helps investors fight the risks
of inflation and volatility by allowing
them to boost investment returns or
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lower the volatility of a portfolio.
Gibson’s charts illustrated, for exam
ple, the efficient frontier that results
from investing in three investments,
on one hand, compared with that
achieved by investing in four invest
ments. The pay-off for diversifying to
four investments is an efficient fron
tier that is higher on the “expected
return” axis of the chart.
Indeed, preliminary December 31,
1999 data on the total investable cap
ital market shows that investors do
diversify, with 25% of the market in
non-U.S. equities, 24% in U.S. equi

ties, 4% in cash equivalents, 0.1% in
venture capital, 18% in dollar-denom
inated bonds, 22% in non-U.S. bonds,
3.3% in emerging markets, and 4% in
U.S. real estate. (Percents are round
ed.)
Multiple-asset-class investing is
not a new idea, Gibson noted. He
quoted from the Talmud (circa 1200
B.C.E.—500 C.E.), “Let every man
divide his money into three parts, and
invest a third in land, a third in busi
ness, and a third let him keep in
reserve.” In contemporary terms,
Gibson said, the equivalent invest

PFP Handbook on CD-ROM Debuts
By Sarah Phelan, JD, PFP Technical Manager
The newest edition of the popular PFP Practice Handbook is now avail
able, on CD-ROM. It carries the wide-ranging and useful features that CPAs
relied on in the earlier soft cover edition: information on marketing, practice
management, and technical aspects of running a successful PFP practice.
Now, the CD-ROM format adds new functionality. The CD-ROM links to
other PFP resources and allows download of sample forms, reports and
checklists for use by clients and by staff.
The Handbook CD is shipped as a member benefit to all PFP section mem
bers and Personal Financial Specialists, at no charge. Other AICPA members
may purchase the Handbook at a discount, and it is also available to the pub
lic through the AICPA Online Catalog, at www.aicpa.org.
What’s New?

This edition carries the following several brand-new features:
■
An in-depth PFP case study.
■
Cautionary “war stories” from a malpractice insurance carrier.
■
Information about adding eldercare services to a PFP practice.
■
New illustrative engagement letters.
■
Our new “Nifty Fifty” Web sites for CPA planners.
The Handbook also carries the following several important updates:
■ How a pending AICPA ruling will affect planners.
■ Updated information on SEC registration.
■ Current information on the best PFP books and periodicals.
■ Updates on selected PFP software, with many free demos just a few
clicks away. Discounts on a number of these software products are
available to AICPA members.
Members Can Contribute

The Handbook is updated regularly, and the PFP Team is eager to highlight
the best new and improved tools members developed in their own practices. If
you have developed (or customized) a checklist, questionnaire, spreadsheet, or
newsletter that you would like to see featured in the Handbook, please send a
copy to the editor, Sarah Phelan, at sphelan@aicpa.org. ♦

ments would be called real estate,
common stocks, and bonds.
The Decision Process

Making the asset allocation deci
sion is a multi-step process, Gibson
said. The first decision an investor
faces is a decision on the broad bal
ance of a portfolio; that is, an investor
must decide on an appropriate bal
ance between interest-generating
investments on the one hand and
equity investments on the other.
The second decision is to choose
asset classes. An investor could
choose to invest in asset classes that
would include, for example, short
term debt investments, domestic
bonds, international bonds, domestic
stocks, international stocks, real
estate, and commodities.
Only at the third and last decision
step does the investor actually allo
cate investable funds across the
asset classes, which is to say, the
investor determines the degree of
diversification. ♦

TRENDWATCH
(continued from page 2)

Jim Melloan, “The ETA for ETFs is
Now,” Worth, February 2001, page 43.
See also http://www.ici.org/aboutfunds/
etfjaqs.htm
By 2030, workers will be too few to
pay into pension programs to sup
port retirees in the developed world.

Consequently, in some countries taxes
will increase, benefits will be cut, and
the retirement age will be raised. Gov
ernments and employers will offer
incentives to workers to remain in the
workforce and to invest and save for
retirement.
“The Worldwide Pension Time
Bomb,” Trend Letter, January 1,2001,
page 5.
Enhanced index funds tend to outper
form benchmark index funds. This

was the finding of a study by Wiesen
berger, a Rockville, Maryland-based
Continued on page 16
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TRENDWATCH
(continued from page 15)

fund tracker. Wiesenberger examined the
returns of 40 enhanced index funds since
their inception and found that about half
surpassed their benchmarks. Those that
lagged did so because of high sales
charges, which are subtracted from
returns. Investors are advised to shop
carefully for such funds because their
strategies vary and many selections have
drawbacks. Enhanced fund managers
use a variety of strategies, but no one
strategy appears to outdo others. A
Wiesenberger analyst concludes that the
manager’s skill determines whether the
fund will beat the market.
Enhanced funds tend to be more
volatile than their indexes and they
generate larger tax bills, primarily
because they trade more frequently and
record more gains. Consequently,
they're more appropriate for tax-shel
tered retirement vehicles than for tax
able accounts.
Alan Levine, “A Bit Better than
Average,” Individual Investor, March
2001, page 52. ♦

Major Estate Planning Issues Faced by Clients
A survey of AICPA members on their views toward the estate and gift tax system
revealed that the two top issues were providing for a spouse and transferring a close
ly held business to the next generation (see the chart below). Complete survey
results are available at the AICPA Web site:

www.aicpa.org/members/div/tax/membersurvey.htm

♦
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